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For Release in MORNING Newspapers of Friday, November 6, 1942
SECURITIES AND EXCHANGE COMMISSION
Philadelphia
SECURITIES ACT OP 1933•
Release No. 2877
SECURITIES EXCHANGE ACT OF 1934
Release No. 3327
INVESTMENT COMPANY ACT OF 1940
Release No. 402
ACCOUNTING SERIES
Release No. 36
The Securities and Exchange Commission today announced the issuance of an
opinion in its Accounting Series Releases regarding the treatment by an investment company of interest collected on defaulted bonds applicable to a period
prior to the date on which such bonds and defaulted interest were purchased.
The opinion indicates that collections on account of the principal of the bonds
and the defaulted interest coupons should not be treated as income until such
time as the full purchase price has been recovered.
The opinion, prepared by William W. Werntz, Chief Accountant, follows:
"Question has been raised as to the treatment by an investment company of
Interest collected on defaulted bonds applicable to a period prior to the date
on which such bonds and defaulted interest were acquired. In the particular
case an investment company purchased, at a 'flat' price of $260,000, $1,000,000
principal amount of bonds with attached defaulted interest coupons amounting
to $250,000.' The company subsequent to the purchase received an interest payment of $40,000 on account of defaulted interest coupons for periods prior to
the purchase.
"Where a purchase is made of defaulted bonds with defaulted interest coupons attached, it is clear that the purchase price covers not only the right
to receive the principal of the bond itself, but also the right to receive any
payments made on the defaulted interest coupons purchased. Under these circumstances the price paid cannot be deemed to reflect only the cost of acquisition of the issuer's obligation to pay the principal sum, but must instead be
considered to reflect as well the cost of acquisition of the issuer's existing
obligation to pay the interest coupons already matured. In the usual case,
moreover, there is no satisfactory basis on which to allocate the total price
between the bond on the one hand and the defaulted interest coupons on the
other. Under such circumstances the bond and defaulted coupons should be treated as a unit for accounting purposes, and collections on account of the defaulted interest coupons should be treated not as interest on the sum invested,
but rather as repayments thereof. Moreover, in view of the uncertainty of
eventually receiving payments in excess of the purchase price, it is my opinion
that ordinarily no part of any payment, whether on account of principal or the
defaulted interest, should be considered as profit until the full purchase
price has been recovered.
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"In the instant case, therefore, the receipt of the $40,000 interest
payment should, in my opinion, be treated as a reduction of the cost of the
investment and not as interest income, or as a profit on the investment.
After payments are received on account of the principal and defaulted interest
in an amount equal to the purchase price, any further collections thereon
should be treated, in my opinion, not as interest, but as profit on securities
purchased. On the other hand, it seems clear that collection of interest coupons covering periods subsequent to the purchase may be treated as interest income unless the circumstances of a particular case are such as to indicate that,
despite the apparent nature of the payment, recovery of the cost of the investment through sale or redemption is so uncertain as to make it necessary to treat
the payment as a reduction of the investment,"

